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(3) Special rules for tax shelter items. 
Sections 1.6662–4(g)(1) and 1.6662–4(g)(4) 
apply to returns the due date of which 
(determined without regard to exten-
sions of time for filing) is after Sep-
tember 1, 1995. Except as provided in 
the last sentence of this paragraph 
(d)(3), §§ 1.6662–4(g)(1) and 1.6662–4(g)(4) 
(as contained in 26 CFR part 1 revised 
April 1, 1995) apply to returns the due 
date of which (determined without re-
gard to extensions of time for filing) is 
on or before September 1, 1995 and after 
December 31, 1989. For transactions oc-
curring after December 8, 1994, §§ 1.6662–
4(g)(1) and 1.6662–4(g)(2) (as contained 
in 26 CFR part 1 revised April 1, 1995) 
are applied taking into account the 
changes made to section 6662(d)(2)(C) 
(relating to the substantial understate-
ment penalty for tax shelter items of 
corporations) by section 744 of Title 
VII of the Uruguay Round Agreements 
Act, Pub. L. 103–465 (108 Stat. 4809). 

(4) Special rules for reasonable basis. 
Section 1.6662–3(b)(3) applies to returns 
filed on or after December 2, 1998. 

[T.D. 8381, 56 FR 67498, Dec. 31, 1991, as 
amended by T.D. 8617, 60 FR 45664, Sept. 1, 
1995; T.D. 8790, 63 FR 66434, Dec. 2, 1998]

§ 1.6662–3 Negligence or disregard of 
rules or regulations. 

(a) In general. If any portion of an un-
derpayment, as defined in section 
6664(a) and § 1.6664–2, of any income tax 
imposed under subtitle A of the Code 
that is required to be shown on a re-
turn is attributable to negligence or 
disregard of rules or regulations, there 
is added to the tax an amount equal to 
20 percent of such portion. The penalty 
for disregarding rules or regulations 
does not apply, however, if the require-
ments of § 1.6662–3(c)(1) are satisfied 
and the position in question is ade-
quately disclosed as provided in 
§ 1.6662–3(c)(2), or to the extent that the 
reasonable cause and good faith excep-
tion to this penalty set forth in § 1.6664–
4 applies. In addition, if a position with 
respect to an item is contrary to a rev-
enue ruling or notice (other than a no-
tice of proposed rulemaking) issued by 
the Internal Revenue Service and pub-
lished in the Internal Revenue Bul-
letin, this penalty does not apply if the 
position has a realistic possibility of 
being sustained on its merits. See 

§ 1.6694–2(b) of the preparer penalty reg-
ulations for a description of the real-
istic possibility standard. 

(b) Definitions and rules—(1) Neg-
ligence. The term negligence includes 
any failure to make a reasonable at-
tempt to comply with the provisions of 
the internal revenue laws or to exercise 
ordinary and reasonable care in the 
preparation of a tax return. ‘‘Neg-
ligence’’ also includes any failure by 
the taxpayer to keep adequate books 
and records or to substantiate items 
properly. A return position that has a 
reasonable basis as defined in para-
graph (b)(3) of this section is not at-
tributable to negligence. Negligence is 
strongly indicated where— 

(i) A taxpayer fails to include on an 
income tax return an amount of in-
come shown on an information return, 
as defined in section 6724(d)(1); 

(ii) A taxpayer fails to make a rea-
sonable attempt to ascertain the cor-
rectness of a deduction, credit or exclu-
sion on a return which would seem to a 
reasonable and prudent person to be 
‘‘too good to be true’’ under the cir-
cumstances; 

(iii) A partner fails to comply with 
the requirements of section 6222, which 
requires that a partner treat partner-
ship items on its return in a manner 
that is consistent with the treatment 
of such items on the partnership return 
(or notify the Secretary of the incon-
sistency); or 

(iv) A shareholder fails to comply 
with the requirements of section 6242, 
which requires that an S corporation 
shareholder treat subchapter S items 
on its return in a manner that is con-
sistent with the treatment of such 
items on the corporation’s return (or 
notify the Secretary of the inconsist-
ency). 

(2) Disregard of rules or regulations. 
The term disregard includes any care-
less, reckless or intentional disregard 
of rules or regulations. The term ‘‘rules 
or regulations’’ includes the provisions 
of the Internal Revenue Code, tem-
porary or final Treasury regulations 
issued under the Code, and revenue rul-
ings or notices (other than notices of 
proposed rulemaking) issued by the In-
ternal Revenue Service and published 
in the Internal Revenue Bulletin. A 
disregard of rules or regulations is 
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‘‘careless’’ if the taxpayer does not ex-
ercise reasonable diligence to deter-
mine the correctness of a return posi-
tion that is contrary to the rule or reg-
ulation. A disregard is ‘‘reckless’’ if the 
taxpayer makes little or no effort to 
determine whether a rule or regulation 
exists, under circumstances which 
demonstrate a substantial deviation 
from the standard of conduct that a 
reasonable person would observe. A dis-
regard is ‘‘intentional’’ if the taxpayer 
knows of the rule or regulation that is 
disregarded. Nevertheless, a taxpayer 
who takes a position contrary to a rev-
enue ruling or a notice has not dis-
regarded the ruling or notice if the 
contrary position has a realistic possi-
bility of being sustained on its merits. 

(3) Reasonable basis. Reasonable basis 
is a relatively high standard of tax re-
porting, that is, significantly higher 
than not frivolous or not patently im-
proper. The reasonable basis standard 
is not satisfied by a return position 
that is merely arguable or that is 
merely a colorable claim. If a return 
position is reasonably based on one or 
more of the authorities set forth in 
§ 1.6662–4(d)(3)(iii) (taking into account 
the relevance and persuasiveness of the 
authorities, and subsequent develop-
ments), the return position will gen-
erally satisfy the reasonable basis 
standard even though it may not sat-
isfy the substantial authority standard 
as defined in § 1.6662–4(d)(2). (See 
§ 1.6662–4(d)(3)(ii) for rules with respect 
to relevance, persuasiveness, subse-
quent developments, and use of a well-
reasoned construction of an applicable 
statutory provision for purposes of the 
substantial understatement penalty.) 
In addition, the reasonable cause and 
good faith exception in § 1.6664–4 may 
provide relief from the penalty for neg-
ligence or disregard of rules or regula-
tions, even if a return position does not 
satisfy the reasonable basis standard. 

(c) Exception for adequate disclosure—
(1) In general. No penalty under section 
6662(b)(1) may be imposed on any por-
tion of an underpayment that is attrib-
utable to a position contrary to a rule 
or regulation if the position is dis-
closed in accordance with the rules of 
paragraph (c)(2) of this section and, in 
case of a position contrary to a regula-
tion, the position represents a good 

faith challenge to the validity of the 
regulation. This disclosure exception 
does not apply, however, in the case of 
a position that does not have a reason-
able basis or where the taxpayer fails 
to keep adequate books and records or 
to substantiate items properly. 

(2) Method of disclosure. Disclosure is 
adequate for purposes of the penalty 
for disregarding rules or regulations if 
made in accordance with the provisions 
of §§ 1.6662–4(f)(1), (3), (4), and (5), which 
permit disclosure on a properly com-
pleted and filed Form 8275 or 8275–R, as 
appropriate. In addition, the statutory 
or regulatory provision or ruling in 
question must be adequately identified 
on the Form 8275 or 8275–R, as appro-
priate. The provisions of § 1.6662–4(f)(2), 
which permit disclosure in accordance 
with an annual revenue procedure for 
purposes of the substantial understate-
ment penalty, do not apply for pur-
poses of this section. 

(d) Special rules in the case of 
carrybacks and carryovers—(1) In gen-
eral. The penalty for negligence or dis-
regard of rules or regulations applies to 
any portion of an underpayment for a 
year to which a loss, deduction or cred-
it is carried, which portion is attrib-
utable to negligence or disregard of 
rules or regulations in the year in 
which the carryback or carryover of 
the loss, deduction or credit arises (the 
‘‘loss or credit year’’). 

(2) Transition rule for carrybacks to 
pre-1990 years. A 20 percent penalty 
under section 6662(b)(1) is imposed on 
any portion of an underpayment for a 
carryback year, the return for which is 
due (without regard to extensions) be-
fore January 1, 1990, if— 

(i) That portion is attributable to 
negligence or disregard of rules or reg-
ulations in a loss or credit year; and 

(ii) The return for the loss or credit 
year is due (without regard to exten-
sions) after December 31, 1989. 

(3) Example. The following example il-
lustrates the provisions of paragraph 
(d) of this section. This example does 
not take into account the reasonable 
cause exception under § 1.6664–4.

Example. Corporation M is a C corporation. 
In 1990, M had a loss of $200,000 before taking 
into account a deduction of $350,000 that M 
claimed as an expense in careless disregard 
of the capitalization requirements of section 
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263 of the Code. M failed to make adequate 
disclosure of the item for 1990. M reported a 
$550,000 loss for 1990 and carried back the loss 
to 1987 and 1988. M had reported taxable in-
come of $400,000 for 1987 and $200,000 for 1988, 
before application of the carryback. The 
carryback eliminated all of M’s taxable in-
come for 1987 and $150,000 of taxable income 
for 1988. After disallowance of the $350,000 ex-
pense deduction and allowance of a $35,000 
depreciation deduction with respect to the 
capitalized amount, the correct loss for 1990 
was determined to be $235,000. Because there 
is no underpayment for 1990, the penalty for 
negligence or disregard of rules or regula-
tions does not apply for 1990. However, as a 
result of the 1990 adjustments, the loss car-
ried back to 1987 is reduced from $550,000 to 
$235,000. After application of the $235,000 
carryback, M has taxable income of $165,000 
for 1987 and $200,000 for 1988. This adjustment 
results in underpayments for 1987 and 1988 
that are attributable to the disregard of 
rules or regulations on the 1990 return. 
Therefore, the 20 percent penalty rate ap-
plies to the 1987 and 1988 underpayments at-
tributable to the disallowed carryback.

[T.D. 8381, 56 FR 67498, Dec. 31, 1991, as 
amended by T.D. 8617, 60 FR 45664, Sept. 1, 
1995; T.D. 8790, 63 FR 66434, Dec. 2, 1998]

§ 1.6662–4 Substantial understatement 
of income tax. 

(a) In general. If any portion of an un-
derpayment, as defined in section 
6664(a) and § 1.6664–2, of any income tax 
imposed under subtitle A of the Code 
that is required to be shown on a re-
turn is attributable to a substantial 
understatement of such income tax, 
there is added to the tax an amount 
equal to 20 percent of such portion. Ex-
cept in the case of any item attrib-
utable to a tax shelter (as defined in 
paragraph (g)(2) of this section), an un-
derstatement is reduced by the portion 
of the understatement that is attrib-
utable to the tax treatment of an item 
for which there is substantial author-
ity, or with respect to which there is 
adequate disclosure. General rules for 
determining the amount of an under-
statement are set forth in paragraph 
(b) of this section and more specific 
rules in the case of carrybacks and 
carryovers are set forth in paragraph 
(c) of this section. The rules for deter-
mining when substantial authority ex-
ists are set forth in § 1.6662–4(d). The 
rules for determining when there is 
adequate disclosure are set forth in 
§ 1.6662–4 (e) and (f). This penalty does 

not apply to the extent that the rea-
sonable cause and good faith exception 
to this penalty set forth in § 1.6664–4 ap-
plies. 

(b) Definitions and computational 
rules—(1) Substantial. An understate-
ment (as defined in paragraph (b)(2) of 
this section) is ‘‘substantial’’ if it ex-
ceeds the greater of— 

(i) 10 percent of the tax required to be 
shown on the return for the taxable 
year (as defined in paragraph (b)(3) of 
this section); or 

(ii) $5,000 ($10,000 in the case of a cor-
poration other than an S corporation 
(as defined in section 1361(a)(1)) or a 
personal holding company (as defined 
in section 542)). 

(2) Understatement. Except as pro-
vided in paragraph (c)(2) of this section 
(relating to special rules for 
carrybacks), the term ‘‘understate-
ment’’ means the excess of— 

(i) The amount of the tax required to 
be shown on the return for the taxable 
year (as defined in paragraph (b)(3) of 
this section), over 

(ii) The amount of the tax imposed 
which is shown on the return for the 
taxable year (as defined in paragraph 
(b)(4) of this section), reduced by any 
rebate (as defined in paragraph (b)(5) of 
this section). 

The definition of understatement 
also may be expressed as—

Understatement = X ¥ (Y ¥ Z)
where X = the amount of the tax required to 
be shown on the return; Y = the amount of 
the tax imposed which is shown on the re-
turn; and Z = any rebate.

(3) Amount of the tax required to be 
shown on the return. The ‘‘amount of 
the tax required to be shown on the re-
turn’’ for the taxable year has the 
same meaning as the ‘‘amount of in-
come tax imposed’’ as defined in 
§ 1.6664–2(b). 

(4) Amount of the tax imposed which is 
shown on the return. The ‘‘amount of 
the tax imposed which is shown on the 
return’’ for the taxable year has the 
same meaning as the ‘‘amount shown 
as the tax by the taxpayer on his re-
turn,’’ as defined in § 1.6664–2(c), except 
that— 

(i) There is no reduction for the ex-
cess of the amount described in § 1.6664–
2(c)(1)(i) over the amount described in 
§ 1.6664–2(c)(1)(ii), and 
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